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Auto Dealership Industry Developments—  
1998/99
Industry Profile
What is an automobile dealership? What is the most common type of 
dealership?
There are many types of dealerships, the most common of which 
is the automobile dealership. Automobile dealerships generally 
sell cars, minivans, sport utility vehicles, and light trucks. Other 
types of dealerships sell boats, heavy trucks, farm machinery, and 
recreational vehicles. Although this Audit Risk Alert focuses on 
the automobile dealership, the topics discussed here can be applied 
to all dealerships.
An automobile dealership is a combination of several separate, 
but integrated, departments managed as one company. The typi­
cal dealership includes the following departments:
• New vehicle sales
• Used vehicle sales
• Finance and insurance (F&I)
• Parts and service
• Body shop
• Lease and rentals
• Administrative
All the departments within the dealership supplement the new car 
department either directly or indirectly. Often dealerships become 
involved in the used car market by accepting trade-ins in order to 
sell new cars. As a result, they must also dispose of used cars either
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by selling them at wholesale (via auctions or to other used car 
lots) or at retail. The trade-in is typically a partial payment for a 
new car.
Form of Organization
A dealership may be organized in various forms, depending on the 
objectives it wishes to meet. For example, if the dealership wishes 
to shift its tax burden from itself to its owners, it may take the 
form of a partnership, or S corporation. If the dealership wishes to 
limit the liability of its owners, it may take the form of a limited li­
ability company, a limited liability partnership, or a corporation. 
Generally, automobile dealerships are organized as S corporations.
In addition to the form a dealership may take, the type of dealership 
varies. The most prevalent types of dealerships found today include—
• Franchised Dealerships. A vehicle manufacturer gives the 
dealership the right to market its vehicles through a franchise 
agreement.
• Manufacturer-Owned Dealerships. In response to compe­
tition from retail chains and automotive superstores, many 
manufacturers are selling directly to the public through 
their own dealerships.
• Retail Chain Dealerships (Private and Publicly Held). 
Retail chains are formed when dealerships are purchased 
and consolidated by an entity. A new trend in the industry 
is that of taking the retail chain public.
Franchised dealerships are the most common type of dealer­
ship; there are more than 19,500 franchised automobile deal­
ers in the United States. They purchase new vehicles from the 
manufacturer with whom they have the franchise agreement. 
The individual franchise agreements determine the specific 
characteristics of the dealership. Auditors of franchised dealer­
ships should become familiar with the franchise agreement so 
they can identify those matters that may have accounting or dis­
closure implications for the dealership. The following list details 
characteristics common to all franchised automobile dealerships.
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• The dealership is franchised by a manufacturer (whether do­
mestic or foreign). The dealership depends on the manufacturer 
to supply vehicles. The dealership also relies on the manufac­
turer to maintain and enhance the image of the vehicles it sells.
• Because dealerships invest large amounts of money in vehicle 
inventory, they are usually highly leveraged. Inventories are 
generally financed through a special type of credit arrange­
ment, referred to as a floor plan line o f credit.1
• Dealerships operate with narrow gross profit margins and high 
overhead costs. These result in a high sales break-even point. 
High volume and fast turnover are key to a dealership s survival.
• Operating expenses, for the most part, are fixed. However, 
some expenses, such as the costs of preparing cars for deliv­
ery and the commissions earned by sales personnel, are variable.
• Sales-related personnel, which include personnel involved 
in vehicle, parts, and service sales, are generally paid by 
commission. Salaried employees are generally involved in 
the administrative aspects of the dealership.
Parts and service departments usually are required under the 
dealerships franchise agreement and contribute to the profitabil­
ity of the dealership. In addition to providing customer service, 
the parts and service department supports the new and used car 
departments by preparing the vehicles for sale. Dealerships must 
maintain an adequate stock of parts and accessories.
In addition, dealerships can earn a significant amount of income by 
participating in the financing and leasing of new and used vehicles. 
Dealerships may also earn insurance commissions from the sale of 
various insurance products, such as extended warranties, and 
credit life insurance.
The number of franchised car dealerships has been decreasing at 
the expense of small-volume dealerships. Although the decline
1. A floor plan line of credit is an arrangement with a lender to finance purchases of in­
ventory. Each floor plan note is secured by an individual vehicle. When the vehicle is 
sold, the related floor plan liability is usually due within three days.
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has slowed down considerably since 1990, according to Automo­
tive Executive Magazine, in 1987 there were more than 7,000 
dealerships with fewer than 150 new vehicle sales per year; today 
there are fewer than 4,600 such dealerships. In contrast, there are 
more than 5,700 dealers today that sell more than 750 vehicles 
per year, whereas fewer than 4,000 dealerships existed in 1987.2
During the 1980s the industry witnessed the growth of chain 
dealerships or “megadealers”. In 1989, 20 percent of all dealer­
ships were part of a chain, whereas in 1983 only 13 percent were. 
Chain affiliation grew even faster during the early 1990s, reach­
ing 30 percent in 1993. This trend appears to reflect dealers’ de­
sire to achieve greater economies of scale. Furthermore, by 
offering a broad product line, dealers can reduce their depen­
dence on the success of a particular make and increase their mar­
ket penetration.3 The number of dealerships is expected to 
continue to decline, especially in the wake of the mergers and 
consolidations happening in the industry. (See the section “Com­
petition” in this Audit Risk Alert.)
About the Industry
Automobile sales are a big business in the United States. In 1997 
alone, total dollar sales of all franchised new car dealerships rose 
to a record $508 billion and more than 15 million new cars and 
light trucks were registered in the United States.4 In recent years 
much of the dealership profits have come from the sale of used 
vehicles and service and parts. New vehicle sales stayed the same 
in 1997 as 1996, totaling 15.1 million. 1997 used vehicle sales 
also stayed the same as 1996 sales, totaling 19.2 million.
The demand for leased cars continues to grow. As these cars come 
off lease they are recycled into the used car market. The National 
Automobile Dealers Association (NADA) has found that 45 per­
cent of vehicles that come off lease are being returned to the
2. Automotive Executive Magazine NADA Data 1995, p. 29, and NADA Data 1998.
3. Automotive Executive, Trendline, May 1993, p. 10.
4. Automotive Executive Magazine NADA Data 1998.
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lessor. However, because vehicles are increasingly of better quality 
and durability, used cars are becoming a good value and are more 
affordable to the average consumer. Further, as new car prices 
continue to increase and move beyond the reach of the average 
consumer, used cars are becoming much more attractive.
A big trend in the industry is the use of auctions as a source of 
used vehicles. Although 64 percent o f used vehicles are still 
obtained by dealerships through trade-ins, according to the 
NADA, 28 percent are now obtained through auction; this repre­
sents an increase of 10 percent from the early 1980s. Another 
trend facing the industry is the growth of used car “superstores”. 
These superstores primarily sell used vehicles that are less than 
five years old and have low mileage. These superstores also sell 
their vehicles to shop-at-home consumers through the Internet.
Economic Developments
What are the current economic conditions dealerships are facing?
Total retail automobile sales mirror the general ebb and flow of 
the economy. Buying decisions are influenced by a multitude of 
economic factors, including disposable personal income; con­
sumer confidence; the relationship between car prices, the rate of 
inflation and real wage growth; and the availability, cost, and av­
erage maturity of consumer credit. No single variable determines 
how the industry will perform over time. However, there appears 
to be a strong historical relationship between consumer confi­
dence and automobile sales. In fact, August 1998 saw continued 
strong sales of new vehicles because of low interest rates and high 
consumer confidence. Given the interrelationship of automobile 
sales and the economy, auditors of dealerships will benefit from 
having an understanding of general economic conditions. The re­
maining paragraphs in this section are a brief discussion of the 
current U.S. economy.
The current economic expansion, now in its eighth year, ranks as 
one of the nations strongest growth cycles in almost five decades.
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The economy’s impressive performance during 1998 was clearly 
demonstrated by key indicators5 such as the following:
• The nation’s unemployment rate, which dropped below 
4.5 percent, was near its lowest level in almost thirty years.
• Inflation remained low at a modest 2 percent.
• Consumer confidence reached its highest level in years, 
thus fueling continued spending. In fact, confidence 
throughout much of the year was so high that Americans 
spent 96 cents of every dollar they earned.
• Interest rates remained low by historical standards. For 
example, average mortgage interest rates on 30-year fixed 
loans fell below 7 percent; the federal funds overnight bank 
lending rate was cut to 5.25 percent by the Federal Reserve 
Bank in September.
Economists expect a number of these conditions to continue into 
1999, and are thus predicting another year of economic expansion. 
However, most agree that the pace of growth is likely to moderate.
Despite these favorable conditions and forecasts, the “Asian crisis”, 
as it is commonly called, presents a potential threat to continued 
domestic growth. The problems in Asia relate to economic instability 
arising out of the deep and prolonged recessions in countries that in­
clude Indonesia, Thailand, South Korea, Singapore, Malaysia, and 
Japan. Although there is no way to know just how much of an im­
pact the Asian crisis will have on the nation, the general sense is that 
there is a very real danger of an Asia-induced recession.
The automobile industry is vulnerable to economic swings and 
therefore is cyclical in nature. Because of this, it may be more 
meaningful for auditors to apply analytical procedures to indus­
try data or data from other dealerships instead of relying on 
year-to-year comparisons. Such analytical procedures can pro­
vide the auditor with useful insight into the reasonableness of
5. Statement on Auditing Standards (SAS) No. 56, Analytical Procedures, requires the 
use of analytical procedures in the planning and overall review stages of all audits. 
Statistical information of the type shown may be useful to auditors in applying the 
provisions o f SAS No. 56.
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certain financial statement assertions. Auditors may therefore 
wish to consider the value of analytical tools, such as gross profit 
as a percentage of sales, when addressing the guidance set forth 
under Statement on Auditing Standards (SAS) No. 56, Analytical 
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329), 
which requires the use of analytical procedures in the planning 
and overall review stages of all audits.
Many manufacturers maintain “composites” by brand of vehicle. 
Composites are ratios and statistics that dissect the performance 
of dealers. Auditors may want to ask their clients to obtain the 
manufacturer composites so that a comparison can be made to 
the average. It is important to have audit staff with sufficient in­
dustry expertise to perform such analysis, particularly when it is 
done in lieu of other substantive audit procedures.
Another event auditors should be aware of is the recent decline in 
the stock market. The stock prices of publicly held retail chains 
have been hit hard by the downturn in the stock market. Auditors 
should consider the pressures management is under when consid­
ering matters relating to an entity’s business and industry. Specif­
ically, auditors should consider the risk of fraud when auditing 
clients subject to intense management pressures. SAS No. 82, 
Consideration o f Fraud in a Financial Statement Audit (AICPA, 
Professional Standards, vol. 1, AU sec. 316), points out risk factors 
that may indicate an increased risk of fraudulent financial report­
ing at an entity. One of the risk factors identified in SAS No. 82 
is an excessive interest by management in maintaining or increas­
ing the entity’s stock price or earnings trend through the use of 
unusually aggressive accounting practices.
When risk factors are identified, professional judgement should 
be exercised when assessing their significance and relevance (see 
SAS No. 82 for a list of fraud risk factors). As you assess the risk 
of material misstatement, keep in mind that the presence of a risk 
factor should not be considered in isolation, but rather in combina­
tion with other risk factors and conditions or mitigating cir­
cumstances. Auditors should become familiar with the requirements 
of SAS No. 82 when considering risk factors in assessing the risk of 
material misstatement of the financial statements due to fraud.
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Events such as strikes, plant closings, layoffs by major companies, 
and cutbacks on defense spending can adversely affect dealership 
performance. The General Motors (GM) strike that occurred this 
year had a negative impact on GM dealerships. Dealerships are 
dependent on the manufacturer to supply vehicles. Many con­
sumers shied away from GM dealerships because they couldn’t 
get a car equipped exactly as they wanted. Dealerships may have 
lost a considerable amount of income because of the lack of avail­
able vehicles. In such circumstances, auditors should be aware of 
their responsibilities pursuant to SAS No. 59, The Auditors Con­
sideration o f an Entity's Ability to Continue as a Going Concern 
(AICPA, Professional Standards, vol. 1, AU sec. 341). (See the 
“Going-Concern Issues” section of this Audit Risk Alert.) In 
addition, auditors should consider whether management has 
made appropriate financial statement disclosures of such concen­
trations in the available sources of supply materials pursuant to 
Statement of Position (SOP) No. 94-6, Disclosure o f Certain Sig­
nificant Risks and Uncertainties.
In addition to the national economy, auditors should also con­
sider the local economy and the strength of the brand name. Sig­
nificant local developments may affect dealership performance. 
Certain regions may be vulnerable to economic downturns in 
major local industries. Other regions may be susceptible to vari­
ous natural disasters. Whenever a dealership operates in an area 
that is experiencing such economic pressures, new car sales are 
likely to suffer.
Executive Sum m ary— Econom ic Developm ents
•  August 1998 saw continued strong sales o f new vehicles because o f 
low interest rates and high consumer confidence.
• The General Motors strike has had a negative impact on dealerships. 
Auditors should be aware o f their responsibilities pursuant to SAS 
No. 59.
• In addition to the national economy, auditor’s should also consider 
the local economy.
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Competition
What competition do dealerships face today that is relevant to audits of 
dealerships?
Industry competition continues to intensify, partly because of a 
rapid rise in new car prices. As a result, consumers have become 
less brand loyal and increasingly value conscious, demanding 
better quality and improved features. As noted earlier, the used 
car superstores are another area of competition to the franchised 
dealership. One of the largest superstores is considering whether 
to offer a “house-brand vehicle”. With the automobile market as 
competitive as it is today and with the excess capacity that exists 
globally, it is likely this will happen. It is also possible that it will 
be auto makers from South Korea who will produce the house- 
brand vehicle. As it is, the superstore has already changed the way 
consumers buy used cars by offering no-haggle one-price shopping. 
In addition, dealerships face increasing competition from Internet 
shopping and the recent surge of publicly traded companies.
Auditors should be aware of SAS No. 82, which indicates that the 
presence of a high degree of competition or market saturation, 
accompanied by declining margins, may indicate an increased 
risk of fraudulent financial reporting. When fraud risk factors are 
present, auditors should exercise professional judgment when as­
sessing their significance and relevance.
Auditors should also consider SAS No. 22, Planning and Supervision 
(AICPA, Professional Standards, vol. 1, AU sec. 311), which states 
that when planning an audit other matters, such as accounting 
practices common to the industry, competitive conditions, and, if 
available, financial trends and ratios should also be considered by 
the auditor.
Overcapacity in the automobile industry is a problem globally, 
and it appears that U.S. and European car makers are finding it 
advantageous to consider combining. Many manufacturers will 
consider combining to increase operating and market efficiencies. 
It is believed that, because of overcapacity and stiff competition, 
the number of manufactures will significantly decrease over the
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next ten years. During 1998 a number of merger talks have taken 
place among automobile manufacturers, resulting in aborted 
take-over deals as well as successful ones. With the manufacturers 
consolidating, the number of franchised dealerships is expected 
to continue to decline. In May 1998, Chrysler and Daimler-Benz 
announced intentions to merge. The merger will enable Chrysler 
to gain access to the European markets; similarly, Daimler-Benz 
now will be able to increase its hold in the American market.
This merger is just one in a trend wherein the major players in the 
automobile industry are combining forces. At the end of July, 
BMW purchased the Rolls-Royce brand name. Earlier, BMW held 
talks with Rolls-Royce that ended unsuccessfully. BMW lost the 
bidding for Rolls-Royce to Volkswagen (VW), who purchased Rolls- 
Royce Motor Cars, Ltd. VW, however, failed to purchase the Rolls- 
Royce brand name. Speculation now exists as to whether VW and 
BMW will forge some form of alliance in the future. In a further bid 
to consolidate, VW was also reported to have held talks with Volvo. 
Although the consolidation of the big car manufacturers may not 
have an immediate impact on dealerships, the consolidation by 
manufacturers may cause the number of dealerships to continue to 
decline as more and more cars are sold by the same dealers.
Another trend facing the industry is the purchasing of indepen­
dent dealerships by publicly held retail chains. One area of con­
cern to the Securities and Exchange Commission (SEC) is that of 
the allocation of purchase price to acquired dealerships, in partic­
ular the valuation of all assets acquired and the recognition and 
disclosure of any liabilities recognized in connection with the ac­
quisition (see Emerging Issues Task Force [EITF] Issue No. 95-3, 
Recognition o f Liabilities in Connection with a Purchase Business 
Combination). (For a further discussion of this issue, see Audit 
Risk Alert 1998/99.)
Executive Sum m ary— Competition
•  Used car “superstores” offer stiff competition to franchised dealerships.
•  Automobile manufacturers are continuing to consolidate.
•  Independent dealerships are being purchased by publicly held retail chains.
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Regulatory Environment
What regulatory issues may be of significance in audits of dealerships?
Certain environmental and Occupational Safety and Health Ad­
ministration (OSHA) regulations, as well as particular Internal 
Revenue Code (IRC) sections, are of particular importance to the 
industry. State and local regulations generally fall into four 
categories: (1) environmental (see the section “Environmental 
Remediation Liabilities”, (2) taxation, (3) vehicle registration, 
and (4) business practices.
For example, under California’s clean air rules, beginning this 
year, at least 2 percent of the cars sold in the state must emit no 
harmful exhaust emissions. The minimum rises to 5 percent in 
2001 and 10 percent in 2003. Currently, the only cars available 
to consumers that have no harmful exhaust emissions are battery- 
powered vehicles. Car manufacturers are continuing to research 
alternative methods to power vehicles without emitting harmful 
exhaust. Toyota is already selling a battery-powered RAV4. Simi­
larly, GM has the EV1 electric car on sale in limited markets. 
Many manufacturers, including Daimler-Benz, Toyota, and GM, 
are working on developing alternative power sources. The main 
form being tested uses fuel cells.
Audit Issues and Developments
What are some of the significant accounting and auditing considerations 
for dealerships?
The Need for an Audit
As part of the franchise agreement, dealerships usually are re­
quired to submit timely operating statements on the manufac­
turer’s prescribed forms; however, manufacturers usually do not 
require dealerships to have such operating statements audited, re­
viewed, or compiled by independent accountants. Generally, the 
outside creditor is the one to require independent accountant in­
volvement. Because auto dealerships usually finance the purchase
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of new vehicles through a “floor plan line of credit,” the related 
floor plan agreement usually requires the dealership to submit an­
nual audited or reviewed financial statements. As the industry 
continues to consolidate, more and more independent dealer­
ships are being purchased by publicly held retail chains or are 
considering going public themselves. As such, these dealerships 
may be subject to the Securities and Exchange Commission’s re­
quirements for audited financial statements.
Often creditors will accept reviews or compilations in lieu of au­
dited financial statements. If doing a review or compilation, audi­
tors should look to the Statements on Standards for Accounting 
and Review Services (SSARS) for guidance.
Common Users of Auto Dealership Financial Statements
The following list includes the primary users of auto dealership 
financial statements.
• Manufacturer/franchisor
• Management/owner
• Lenders
• Insurance companies and bonding companies 
Inventory
Vehicle inventory is usually the most significant asset on the bal­
ance sheet of an auto dealer. Auditors should be alert to the po­
tential for a high level of audit risk associated with this area.
Audit risk relating to vehicle inventory usually involves issues 
such as—
• Proper Cutoff o f Sales and Purchases Transactions. Trans­
actions occurring near yearend should be examined to en­
sure that they are recorded in the period in which the 
related revenue has been earned or the expense incurred. 
Procedures that may be performed by the auditor to assess 
the proper cutoff of sales and purchase transactions (see the 
completeness assertion in SAS No. 31, AICPA, Professional
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Standards, vol. 1, AU sec. 326.03) include the observation 
of physical inventory counts, analytical procedures com­
paring the relationship of inventory balances to recent pur­
chasing and sales activities, and testing the client’s cutoff 
procedures for shipping, receiving, sales, and purchases.
• Inventory Valuation. All inventory should be measured at 
the lower of cost or market. Any reduction to market becomes 
the subsequent cost basis pursuant to ARB 43, chapter 4.
New vehicles are generally valued at cost to the dealership. 
The items included in cost vary by manufacturer; for example, 
some manufacturers establish the cost of new vehicle in­
ventory as factory invoice amount plus internal selling 
price of dealer add-ons less any holdbacks, nonrelated 
items such as supplemental advertising, and factory price 
reductions. Other manufacturers simply price the new ve­
hicle at factory base price, plus factory-installed options, 
freight, and dealer association advertising charges. Audi­
tors can test new vehicle inventory valuations by examin­
ing manufacturers’ invoices.
Used vehicle inventory is usually valued at the lower of cost 
or estimated wholesale value. Cost represents the actual cost 
of the vehicle when it is purchased. When the vehicle is ac­
quired in a trade-in in conjunction with a new or used vehi­
cle sale, the appraised value is used as cost. Auditors usually 
can test used vehicle inventory valuations by referencing to 
published valuation guidelines, such as Black Book or 
NADA publications. Auditors may also assess the value of 
used vehicles by running a “subsequent sales test” to see if 
the used vehicles are truly reported at the lower of cost or 
market. Since used vehicles are usually sold quickly, a mean­
ingful test could be run within thirty days after yearend.
Dealerships typically value their parts and accessories in­
ventories at replacement cost. Because this method is a de­
parture from generally accepted accounting standards 
(GAAP), auditors of dealerships should consider the effect 
of this misstatement on the financial statements and on
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their report. SAS No. 58, Reports on Audited Financial 
Statements, (AICPA, Professional Standards, vol. 1, AU sec. 
508.35-508.60), describes the circumstances that may re­
quire a qualified or adverse opinion when the financial 
statements contain a departure from GAAP. A qualified 
opinion is expressed when the auditor believes, on the basis 
of his or her audit, that the financial statements contain a 
departure from GAAP, the effect of which is material, and 
he or she has concluded not to express an adverse opinion. 
An auditor should express an adverse opinion when, in the 
auditor’s judgment, the financial statements taken as a 
whole are not presented fairly in conformity with GAAP.
Dealerships often use the last-in, first-out (LIFO) inven­
tory method to determine ending inventory and cost of 
goods sold. By using LIFO, dealerships can significantly 
reduce their taxable income. (See the “Tax Issues” section 
of this Audit Risk Alert for a further discussion on LIFO 
inventory issues.)
• Inventory Ownership. Failure to determine ownership can 
result in the overstatement of inventory through, for example, 
improper sales or purchase cutoff or incorrect assessment 
of when a title passes in sales or purchase transactions 
(FOB shipping point or FOB destination). Procedures 
that may be performed by the auditor to assess whether the 
inventory balance shown on the client’s balance sheet is 
actually owned by the client (see the rights and obligations 
assertion in SAS No. 31, AICPA, Professional Standards, 
vol. 1, AU sec. 326.03) include—
-  Observing physical inventory counts.
-  Obtaining confirmation of inventories at locations out­
side the entity.
-  Testing cutoff procedures relating to purchases and 
sales, as well as examining paid vendors’ invoices, ship­
ping terms, consignment agreements, and bill and hold 
arrangements.
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• The Physical Existence o f Vehicle Inventory. A key audit 
objective is to establish the existence of inventory. Proce­
dures that may be performed by the auditor to make this 
assessment (see the existence assertion in SAS No. 31, 
AICPA, Professional Standards, vol. 1, AU sec. 326.03) 
may include observation of the client’s physical inven­
tory count and obtaining confirmation of inventories at lo­
cations outside the entity, along with the testing of 
inventory transactions between a preliminary physical in­
ventory date and the balance sheet date. Auditors may also 
consider communicating with the various floor plan in­
stitutions with which the dealership operates. Usually, 
such institutions will perform periodic, surprise inven­
tory checks throughout the year. Auditors may want to 
inquiry if there were any problems found with those in­
ventory checks.
Finance and Insurance Income
When the dealership provides the customer with financing and 
the note is sold to a financial institution, that institution gener­
ally pays the dealership a fee. If a customer prepays or defaults on 
the note, the financial institution charges back a portion of the 
fee to the dealership.
In determining when a dealership should recognize financing 
income, auditors should assess management’s consideration of 
Financial Accounting Standards Board (FASB) Statement of 
Financial Accounting Standards No. 125, Accounting for 
Transfers and Servicing o f Financial Assets and Extinguishment 
o f Liabilities (FASB, Current Text, vol. 1, sec. F38). FASB 
Statement No. 125 requires that a transfer of financial assets 
in which the transferor surrenders control over those assets 
should be accounted for as a sale to the extent that considera­
tion other than beneficial interest in the transferred asset is re­
ceived in exchange. The transferor has surrendered control 
over the transferred assets if and only if all of the following 
conditions are met:
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1. The transferred assets have been isolated from the trans­
feror—put presumptively beyond the reach of the trans­
feror and its creditors, even in bankruptcy or other 
receivership. (In other words, the contract is beyond the 
reach of the dealership and its creditors, even in bankruptcy.)
2. Either (a) each transferee obtains the right—free of condi­
tions that constrain it from taking advantage of that 
right—to pledge or exchange the transferred assets or (b) the 
transferee is a qualifying special-purpose entity and the hold­
ers of beneficial interests in that entity have the right—free of 
conditions that constrain them from taking advantage of 
that right—to pledge or exchange those interests.
3. The transferor does not maintain effective control over the 
transferred assets through (a) an agreement that both entities 
and obligates the transferor to repurchase or redeem them 
before their maturity or (b) an agreement that entitles the 
transferor to repurchase or redeem transferred assets that 
are not readily obtainable.
In February 1998, the Audit Issues Task Force (AITF) issued an 
Interpretation of SAS No. 73, Using the Work o f a Specialist. The 
Interpretation, “The Use of Legal Interpretations as Evidential 
Matter to Support Management’s Assertion that a Transfer of Fi­
nancial Assets Has Met the Isolation Criterion in Paragraph 9(a) 
of Statement of Financial Accounting Standards No. 125,” pro­
vides guidance regarding the use of a legal specialist’s findings as 
audit evidence to support management's assertion that a transfer 
of financial assets meets the legal isolation criterion of paragraph 
9(a) of FASB Statement No. 125. The Interpretation addresses 
when the use of a legal specialist’s work may be appropriate; fac­
tors that should be considered in assessing the adequacy of the 
legal response; and the use, as audit evidence, of legal responses 
that are restricted to the client’s use. The Interpretation is effec­
tive for auditing procedures related to transactions required to be 
accounted for under FASB Statement No. 125 that were entered 
into on or after January 1, 1998. The AITF has amended the 
Interpretation to include the form of letter that adequately com­
municates permission for the auditor to use the legal specialist’s
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opinion for the purpose of evaluating management’s assertion as 
well as sample language that does not adequately communicate 
such permission. The amended Interpretation appeared in the 
October 1998 issue of the Journal o f Accountancy.
A new trend emerging in the F&I area includes financing for 
high-credit-risk customers, commonly referred to as subprime 
loans. Subprime loans are usually high-risk, high-yield loans of­
fered to customers that would not qualify for traditional loans. 
There are many financial institutions that specialize in subprime 
loans. Because the majority of these loans are sold to the financial 
institution specializing in subprime loans, the dealership itself has 
no exposure to audit risk. However, if the dealership were to enter 
into subprime lending itself or undertake certain obligations in 
case of customer default, this would then become an area with a 
high level of audit risk.
Dealerships may also earn insurance commissions from the sale 
of various insurance policies, such as collision and extended war­
ranty. When insurance policies are canceled, the dealership is 
generally charged back a portion of the commission income. Au­
ditors should consider testing the adequacy of the reserves for fu­
ture chargebacks through analysis of historical data and application 
of analytical procedures to develop independent expectations of 
management’s estimates. SAS No. 57, Auditing Accounting Esti­
mates (AICPA, Professional Standards, vol. 1, AU sec. 342), pro­
vides guidance on obtaining and evaluating sufficient competent 
evidential matter to support significant accounting estimates.
Other Issues
Repossession Losses
Dealerships may finance a customer’s purchase of new automobiles 
and, in such instances, they usually sell the related notes to finan­
cial institutions. Repossession losses arise from customers’ failure to 
pay notes taken to finance their vehicle purchases. Even when the 
dealership sells the related notes to a finance company, the dealer­
ship may still have to recognize repossession losses if the dealership 
retains some of the nonpayment risk (recourse). Paragraph 83 of 
FASB Statement No. 125 says that, if certain criteria are met, a
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transfer with recourse shall be accounted for as a sale, with the pro­
ceeds of the sale reduced by the fair value of the recourse obliga­
tion. In certain cases, the dealership must estimate the uncollectible 
loans and create a reserve. SAS No. 57 provides auditors with guid­
ance on obtaining and evaluating sufficient competent evidential 
matter to support significant accounting estimates in an audit.
Notes Payable Under Floor Plan Arrangements
A floor plan line of credit is an arrangement with a lender to finance 
purchases of inventory. Each floor plan note is secured by an individ­
ual vehicle. When the vehicle is sold, the related floor plan liability is 
usually due within three days. Auditors should consider confirming 
such notes with the lender. Auditors should pay particular attention 
to issues dealing with collateralization and valuation of the underly­
ing inventory and with timely payment of the notes. In addition, it is 
important for auditors to consider internal controls over matching 
specific inventory owned to the specific vehicles collateralizing the 
floor plan financing to assure the dealer isn’t “out of trust”.6
Leased Vehicles
Dealerships sometimes lease vehicles rather than sell them. In 
most cases, a leased vehicle is treated as a typical sales transaction 
because the dealership does not maintain the lease but transfers it 
to a manufacturer’s financing subsidiary. The dealership records a 
sale to the financing institution and the financing institution obtains 
a vehicle subject to a lease and the responsibility to account for 
the lease transaction.
Dealerships may, however, retain vehicle leases rather than trans­
ferring them. Dealerships may lease new vehicles under either a 
sales-type lease or an operating lease. When a long-term lease 
meets the criteria established by FASB Statement No. 13, Account­
ing for Leases (FASB, Current Text, vol. 2, sec. L10), the leasing 
transaction is treated as a sale. For the leasing transaction to be 
treated as a sales-type lease, the following conditions should be met.
6. An “out o f trust” situation occurs when the dealership sells a vehicle but does not pay 
the related floor plan obligation.
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First, at least one of the following four conditions must exist7:
1. The lease transfers ownership of the vehicle to the cus­
tomer by the end of the lease term.
2. The lease contains a bargain purchase option.
3. The lease term is equal to at least 75 percent of the vehicle’s 
estimated economic life.
4. At the beginning of the lease term, the present value of the 
minimum lease payments (excluding executory costs) is at 
least 90 percent of the fair value of the vehicle.
Second, the lease must fulfill both of the following criteria:
1. Collectibility of the minimum lease payment is reasonably 
predictable.
2. No important uncertainties, such as guarantees against ob­
solescence, surround the amount of unreimbursable costs 
yet to be incurred by the auto dealer.
If the lease meets these criteria, it is treated as a sale by the dealer­
ship. Auditors may wish to select a sample of the new leases and 
review the lease agreement. Auditors may also wish to understand 
all relevant terms of the lease agreement and carefully evaluate 
them to ensure that management has properly accounted for the 
transaction, including the calculation of receivables and interest 
income. Further, auditors may consider confirming the principal 
balance with the lessee.
Many leases establish a mileage charge in addition to the mini­
mum lease payments. These are considered contingent payments 
under FASB Statement No. 13 and are not considered in the min­
imum lease payments. Accordingly, they do not enter into the cal­
culation of the sales price of a sales-type lease. Instead, they are 
recognized when they are determined to be receivable. FASB State­
ment No. 13 requires that the total contingent rentals included in 
income be disclosed in the financial statements. (See EITF Issue
7. The third and fourth conditions do not apply if the lease is entered into during the 
last 25 percent of the vehicle’s estimated economic life.
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No. 98-9, Accounting for Contingent Rent in Interim Financial Peri­
ods, for guidance on how lessors and lessees should account during 
interim periods for contingent rental income that is based on fu­
ture specified targets within the lessor or lessees fiscal year.)
Dealerships may also enter into operating leases as well. Some of 
these are long-term leases that do not meet the criteria established 
in FASB Statement No. 13 for sales-type leases. Others are short­
term rentals done for the benefit of customers whose vehicles 
need repair.8 In these cases rental revenue is recognized as it is 
earned. Many floor plan arrangements allow the dealer to pay off 
a portion of the debt (for example, 2 percent) every month for 
these vehicles.
For operating leases, auditors should consider whether manage­
ment has made all disclosures required by FASB Statement No. 13.
Environmental Remediation Liabilities
Auto dealerships face issues such as storing and disposing of gas, 
oil, and batteries. In addition, many dealerships have under­
ground storage tanks that are being removed, either voluntarily 
by the dealership or because of leakage. SOP 96-1, Environmental 
Remediation Liabilities, provides accounting guidance for the 
recognition, measurement, display, and disclosure of environ­
mental remediation liabilities. SOP 96-1 requires that environ­
mental remediation liabilities be accrued when the criteria in 
FASB Statement No. 5, Accounting for Contingencies, are met. 
SOP 96-1 includes benchmarks to aid in the determination of 
when an entity is identified as a potentially responsible party 
(PRP) and when a feasibility study is completed. SOP 96-1 also 
requires that the accrual for environmental remediation liabilities 
include the incremental direct costs of the remediation effort and 
the costs of compensation and benefits for employees who are ex­
pected to devote a significant amount of time directly to the re­
mediation effort. The measurement of the liability should—
8. The same accounting is usually used for loaners except that there is no rental revenue. 
Many dealerships include loaners under inventory in their financial statements.
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• Include the entity’s allocable share of the liability for a spe­
cific site, and the entity’s share of amounts that will not be 
paid by other PRPs or the government.
• Be based on enacted laws and existing regulations and poli­
cies, and on the remediation technology that is expected to 
be approved to complete the remediation effort.
• Be based on the entity’s estimates of what it will cost to 
perform all elements of the remediation effort when they 
are expected to be performed. The measurement may be 
discounted to reflect the time value of money if the aggre­
gate amount of the liability or component of the liability 
and the amount and timing of the cash payments for the li­
ability or component are fixed or reliably determinable.
SOP 96-1 also provides guidance on the display of environmen­
tal remediation liabilities in financial statements and on the dis­
closures about environmental-cost-related accounting principles, 
environmental loss contingencies, and other loss contingency 
considerations. In addition to the accounting guidance, SOP 96-1 
also contains a nonauthoritative section describing major federal 
legislation dealing with pollution control (responsibility) laws 
and environmental remediation (cleanup) laws and the need to 
consider various state and non-U.S. government requirements.
The Environmental Issues Task Force of the Auditing Standards 
Board (ASB) has drafted auditing guidance on planning, per­
forming, and reporting on an audit of financial statements as it 
relates to auditing environmental remediation liabilities. The 
guidance is included in appendix C, “Auditing Environmental 
Remediation Liabilities”, of SOP 96-1.
SOP 96-1 applies when there is the probability of litigation. What 
should auditors do when the dealership decides to voluntarily re­
move an underground tank? Auditors should consider whether 
management has followed the guidance set forth in FASB State­
ment No. 5, Accounting for Contingencies, FASB Interpretation 
No. 14, Reasonable Estimation of the Amount of a Loss, and EITF 
Issue No. 93-5, Accounting for Environmental Liabilities.
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The FASB Emerging Issues Task Force determined, in EITF Issue 
No. 93-5, that the liability should be considered separately from any 
potential recovery from other potentially responsible parties. The loss 
arising from the recognition of the environmental liability should be 
reduced only when a claim for recovery is probable of realization. 
The balance sheet liability should not be offset by a recovery receiv­
able unless the right of offset exists under FASB Interpretation No. 
39, Offsetting O f Amounts Related to Certain Contracts.
OCBOA Financial Statements
Auto dealerships sometimes present their financial statements on 
the tax basis of accounting, which is an other comprehensive basis 
of accounting (OCBOA). Dealers may choose this basis because it 
is more relevant to them than GAAP or because they want to 
avoid the more onerous GAAP disclosures and calculations.
SAS No. 62, Special Reports (AICPA, Professional Standards, vol. 
1, AU sec. 623), establishes presentation and disclosure principles 
for the tax basis of accounting, as well as for the cash and modi­
fied cash bases. SAS No. 62 requires that—
• The summary of significant accounting policies discuss the 
basis of presentation and describe how that basis differs from 
GAAP, although the differences need not be quantified.
• The financial statements contain adequate disclosure. 
When the financial statements contain items that are the 
same as, or similar to, those in GAAP financial statements, 
similar disclosures are appropriate. Thus, disclosures re­
garding depreciation, long-term debt, and owner’s equity 
should be similar to disclosures made in GAAP financial 
statements. Also, disclosure should be considered for items 
such as related-party transactions, restrictions on assets, 
subsequent events, and uncertainties.
In January 1998, the AITF issued an Interpretation to SAS No. 
62. The Interpretation, “Evaluating the Adequacy of Disclosure 
in Financial Statements Prepared on the Cash, Modified Cash, or 
Income Tax Basis of Accounting”, appeared in the January 1998 
issue of the Journal o f Accountancy.
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The Interpretation applies to cash, modified cash, and income- 
tax-basis presentations. It addresses the summary of significant ac­
counting policies; disclosures for financial statement items that are 
the same as or similar to those in GAAP statements; issues relating 
to financial statement presentation; and disclosure of matters not 
specifically identified on the face of the statements. The Interpre­
tation contains examples of how OCBOA disclosures, including 
presentation, may differ from those in GAAP financial statements.
The Interpretation states that the discussion of the basis of account­
ing needs to include only the significant differences from GAAP 
and that quantifying differences is not required.
If cash, modified cash, or income-tax-basis financial statements con­
tain elements, accounts, or items for which GAAP would require 
disclosure, the statements either should provide the relevant 
GAAP disclosure or provide information that communicates the 
substance of that disclosure. Qualitative information may be sub­
stituted for some of the quantitative information required in a 
GAAP presentation. GAAP disclosure requirements that are not 
relevant to the measurement of the element, account, or item 
need not be considered.
Cash, modified cash, and income tax statements should comply 
with GAAP requirements that apply to the presentation of finan­
cial statements or provide information that communicates the 
substance of those requirements. The substance of GAAP presen­
tation requirements may be communicated using qualitative in­
formation and without modifying the financial statement format. 
Several examples illustrate how this guidance may be applied.
Finally, if GAAP would require disclosure of other matters such 
as contingent liabilities, going concern, and significant risks and 
uncertainties, the auditor should consider the need for the disclo­
sure or disclosures that communicate the substance of those re­
quirements. Such disclosures need not include information that 
is not relevant to the basis of accounting.
■  For further guidance on OCBOA financial statements see the AlCPA’s Practice 
Aid Preparing and Reporting on Cash- and Tax- Basis Financial Statements 
(Product No. 006701).
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Tax Issues
Franchised automobile dealers are normally required to issue 
monthly income statements to their franchisor, who is also typi­
cally a creditor of the dealership. These monthly statements are 
often prepared in a format required by the franchisor or on a 
preprinted form supplied by the franchisor. The twelfth-month 
statement is normally issued within a few days after the end of the 
year, and presents the dealership’s operating results for both the 
month and the calendar year. It is subsequently amended by an­
other income statement commonly known as the thirteenth- 
month statement.
For several years, there was uncertainty about whether certain 
monthly income statements issued to the franchisor/creditor vio­
lated the LIFO conformity requirement of IRC section 472(c) or 
(e)(2). In 1997, the Internal Revenue Service (IRS) issued guid­
ance to assist auto dealers in determining whether they had vio­
lated the LIFO conformity requirement (Revenue Ruling 97-42). 
In addition, the IRS also issued guidance to forgive certain LIFO 
conformity violations by auto dealers that occurred on or before 
October 14, 1997 (Rev. Proc. 97-44).
Revenue Ruling 97-42 provides that an auto dealer has violated 
the LIFO conformity requirement by providing the credit sub­
sidiary of its franchisor with a twelfth-month income statement 
(in the format required by the franchisor or on preprinted forms 
supplied by the franchisor) for the tax year, if that statement fails 
to reflect the LIFO inventory method in the computation of net 
income. The ruling provides that an auto dealer has not violated 
the LIFO conformity requirement if the twelfth-month income 
statement issued to the credit subsidiary of its franchisor uses the 
LIFO inventory method to determine net income for both the 
twelfth-month and for the entire year (even if the LIFO adjust­
ment is only a reasonable estimate.) The LIFO adjustment can ei­
ther be made against cost of goods sold (so that it is reflected in 
gross profit) or as an adjustment below the line (so that it is re­
flected in net income). The IRS may feel that the use of a con­
stant LIFO reserve throughout the year is not a reasonable 
estimate when the dealer is not on a calendar year basis.
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Auto dealers could have received relief under Revenue Procedure 
97_44 for prior LIFO conformity violations; however, the relief 
did not apply to all prior conformity violations. The settlement 
amount was due by May 31, 1998.
An auto dealer not making a settlement payment should take steps to 
fully document the fact that it is not required to make such a pay­
ment. Copies of all available monthly and annual income statements 
issued during the look-back period (of six years) should be retained, 
as well as any other evidence to document when and to whom 
statements were issued.
In the future, auto dealers should make certain that they comply 
with the LIFO conformity rules of IRC section 472, as well as 
Revenue Ruling 97-42, for all income statements issued currently 
and in the future to shareholders and creditors.
Auditors should be aware of the issue of conformity violations 
thus far discussed. If an auto dealership has violations and has 
failed to use the relief that expired on May 31, 1998, the IRS can 
terminate the dealership’s LIFO election and the income tax 
owed would become due immediately, plus interest and penalties 
which, in most cases, will be substantial.
IRS Rulings and Procedures that apply include—
• IRS Revenue Procedure 97-36, which supersedes IRS Rev­
enue Procedure 92-79 and is effective as of August 18, 1997. 
Revenue Procedure 92-79 specified the LIFO inventory val­
uation approach and standardized the LIFO calculation for 
new vehicles. The alternative method discussed in Revenue 
Procedure 97-36 is the same as the method in 92-79 and 
therefore may not significantly change what dealerships do.
• IRS Revenue Ruling 97-42, which provides guidance to as­
sist auto dealers in determining whether they have violated 
the LIFO conformity requirements.
• IRS Revenue Procedure 97-44, which gives special relief for cer­
tain LIFO conformity violations as long as the action was taken 
by May 31, 1998. The NADA also issued guidance in this area 
in its publication A Guide to the LIFO Conformity Settlement.
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Going-Concern Issues
Dealership operating losses can accumulate quickly when sales 
decline, but dealership expenses remain relatively fixed. Ex­
tended declines can raise going-concern issues. As noted ear­
lier in the “Economic Developments” and “Competition” 
sections o f this Audit Risk Alert, automobile dealerships are 
currently facing stiff competition, consolidations o f both 
manufacturers and dealerships, and overcapacity. Accordingly, 
auditors should be alert to conditions and events which, when 
considered in the aggregate, indicate that there could be sub­
stantial doubt about a dealership’s ability to continue as a 
going concern.
Accordingly, auditors should be aware of their responsibili­
ties pursuant to SAS No. 59. SAS No. 59 provides guidance 
to auditors in conducting an audit of financial statements in 
accordance with generally accepted auditing standards for 
evaluating whether there is substantial doubt about a 
client’s ability to continue as a going concern for a period 
not to exceed one year from the date of the financial state­
ments being audited.
Continuation o f an entity as a going concern usually is as­
sumed in the absence of significant information to the con­
trary. Such contrary information relates to the entity’s 
inability to continue to meet its obligations as they become 
due without substantial disposition of assets outside the ordi­
nary course o f business, restructuring o f debt, externally 
forced revisions of its operations, or similar actions. SAS No. 
59 does not require the auditor to design audit procedures 
solely to identify conditions and events that, when considered 
in the aggregate, indicate there could be substantial doubt 
about the entity’s ability to continue as a going concern for a 
reasonable period of time not to exceed one year beyond the 
date of the financial statements being audited. However, the re­
sults of auditing procedures designed and performed to achieve 
other audit objectives may bring such contrary information 
to the auditor’s attention.
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If, after considering the identified conditions and events in the 
aggregate, the auditor believes there is substantial doubt about 
the dealership's ability to continue as a going concern, the auditor 
should consider whether it is likely that existing conditions and 
events can be mitigated by management plans and whether those 
plans can be effectively implemented. If the auditor obtains suffi­
cient competent evidential matter to alleviate doubts about 
going-concern issues, then consideration should be given to the 
need for disclosure of the principal conditions and events that 
initially caused the auditor to believe there was substantial doubt. 
If, however, after considering identified conditions and events, 
along with management’s plans, the auditor concludes that sub­
stantial doubt about the entity’s ability to continue as a going 
concern remains, the audit report should include an explanatory 
paragraph to reflect that conclusion. In these circumstances, auditors 
should refer to the specific guidance set forth under SAS No. 59.
The following list contains some conditions or events that may 
raise a question about an auto dealerships ability to continue as a 
going concern:
• Recurring operating losses
• Working capital deficiencies
• Default on loans or similar agreements, including an “out 
of trust” situation
• Restructuring of debt
• Substantial dependence on the success of a particular project
• Legal proceedings, legislation or similar matters that might 
jeopardize a dealership’s ability to operate
• Loss of a key franchise, license, principal customer or supplier
Executive Sum m ary— Audit Issues and Developm ents
Some areas o f concern when auditing dealerships include inventory, 
finance and insurance income, leases, environmental activities, OCBOA, 
and LIFO conformity rules.
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The Year 2000 Issue
What is the Year 2000 Issue and how will it affect your audits?
The Year 2000 Issue relates to the inability of many electronic 
data processing systems to accurately process year-date data be­
yond the year 1999. This is due to the fact that the majority of 
computer programs in use today were designed to store dates in a 
date/month/year (dd/mm/yy) format, thus allowing only two 
digits for each date component. For example, the date December 
31, 1998, is stored in most computers as 12/31/98. Inherent in 
programming for dates in this manner is the assumption that the 
designation “98” refers to the year 1998. Initially developed as a 
cost-saving technique, this long-standing practice of using two- 
digit year input fields will cause many computers to treat the 
entry 00 as 1900. Therefore, such programs will recognize the 
date January 1, 2000 (01/01/00), as January 1, 1900, and process 
that data incorrectly or not at all.
There are other possible complications as well. The year 2000 is a 
leap year. Systems that are not year-2000-ready may not register 
the additional day, thus producing incorrect results for date-re­
lated calculations. In addition, certain year 2000 problems may 
occur in 1998 or 1999. For example, some software programs 
may have assigned special meanings to entries date coded as 
“XX/XX/98” or “XX/XX/99” to allow for the testing of software 
modifications. Therefore actual transactions using such dates 
may not be processed correctly or stop functioning. Failures may 
also take place in 1998 or 1999 when systems perform calcula­
tions into or beyond the year 2000.
Unless these year 2000 problems are remedied, significant prob­
lems relating to the integrity of all electronically processed infor­
mation based on time will occur. To further complicate the issue, 
even if an entity’s computer software and hardware are year 2000 
ready, the entity may be affected by the computer systems of cus­
tomers, vendors, or third-party data processing services that have 
made no such modifications. O f particular concern to dealerships 
would be outside payroll services, banks and other lending and 
credit institutions, and companies that provide insurance coverage.
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Automobile dealerships face unique Year 2000 Issues that may af­
fect the entire entity. The Year 2000 Issue is not necessarily lim­
ited to computers but may extend to other equipment with 
embedded computer chips that are date-sensitive. In addition to 
the dealerships main computer systems, such as the management 
system that supports the operations of the dealership, and the 
communication systems used to share information with manu­
facturers (such as ordering vehicles or parts, and submitting fi­
nancial statements), dealerships have many small systems, within 
the various departments, that should be considered when review­
ing for year 2000 compliance. Such systems include—
• Vehicle and parts inventory.
• Finance and insurance.
• Customer tracking (including service and new and used 
car departments).
• Customer credit checking.
• State emission inspection equipment.
• Parts locator and ordering.
• Vehicle service equipment and service systems.
The NADA has issued a guide, A Dealer Guide to Resolving the 
Year 2000 Problem (Guide BM.19), to help dealerships assess the 
scope of the year 2000 computer problems. To order this guide, 
call NADA Management Education at (800) 252-6232, exten­
sion 2. Auditors of publicly held companies should consider the 
guidance set forth by the SEC in its Interpretation “Statement of 
the Commission Regarding Disclosure of Year 2000 Issues and 
Consequences by Public Companies, and Municipal Securities Is­
sues”. See Audit Risk Alert 1998/99 for a summary of this Inter­
pretation or visit the SEC Web site at http://www.sec.gov.
It is the responsibility of an entity’s management—not the audi­
tor—to assess and remediate the effects of the Year 2000 Issue on 
an entity’s systems. Under generally accepted auditing standards, 
the auditor has a responsibility to plan and perform the audit to 
obtain reasonable assurance about whether the financial statements
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are free of material misstatement, whether caused by error or fraud. 
Thus, the auditors responsibility relates to the detection of mater­
ial misstatement of the financial statements being audited, whether 
caused by the Year 2000 Issue or by some other cause.
Auditing guidance relating to the Year 2000 Issue has been devel­
oped by the AITF of the ASB. The AITF has issued the following 
auditing Interpretations:
• Interpretation No. 4, “Audit Considerations for the Year 
2000 Issue,” of AU section 311, Planning and Supervision 
(AICPA, Professional Standards, vol. 1, AU sec. 9311.38), 
discusses the auditor’s responsibility for the Year 2000 
Issue, how it affects planning for an audit of financial state­
ments conducted in accordance with GAAS, and in what 
circumstances the Year 2000 Issue may result in a re­
portable condition under SAS No. 60, Communication o f 
Internal Control Related Matters Noted in an Audit (AICPA, 
Professional Standards, vol. 1, AU sec. 325).
• Interpretation No. 3, “Responsibilities of Service Organi­
zations and Service Auditors With Respect to Information 
About the Year 2000 Issue in a Service Organizations De­
scription of Controls,” of SAS No. 70, Reports on the Pro­
cessing o f Transactions by Service Organizations (AICPA, 
Professional Standards, vol. 1, AU sec. 9324.19), addresses 
the responsibilities of service auditors with respect to infor­
mation about the Year 2000 Issue in a service organiza­
tion’s description of controls.
• Interpretation No. 2, “Effect of the Year 2000 Issue on the 
Auditor’s Consideration of an Entity’s Ability to Continue 
as a Going Concern,” of SAS No. 59 (AICPA, Professional 
Standards, vol. 1, AU sec. 9341.03) provides guidance re­
garding the identification and evaluation of conditions and 
events of the type identified in SAS No. 59 that relate to 
the Year 2000 Issue.
Auditors should be aware of the many auditing and accounting 
issues that arise from the Year 2000 Issue, including audit plan­
ning, going-concern issues, establishing an understanding with
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the client, impairment, revenue and expense recognition, and dis­
closure. A more comprehensive discussion of this topic can be 
found in Audit Risk Alert 1998/99.
  In addition, Internet Web sites that might provide useful year 2000 informa­
tion to auditors include the following: The National Bulletin Board for the Year 
2000— http://www.year2000.com ; Management Support Technology—  
http://www.mstnet.com/year2000; and National Software Testing Laboratory—  
http://www.hstl.com (free downloadable diagnostic program).
Executive Sum m ary— The Year 2000 (Y 2 K ) Issue
•  Unless corrective actions are taken, the year 2000 may cause ac­
counting and financial information systems to produce inaccurate 
date-related output.
• The Audit Issues Task Force has issued Interpretations providing 
guidance to auditors on the Year 2000 Issue.
• Many auditing and accounting issues that arise from the Year 2000 
Issue including audit planning, going-concern issues, establishing an 
understanding with the client, impairment, revenue and expense 
recognition, and disclosure. A more comprehensive discussion o f 
this topic can be found in Audit Risk Alert 1998/99.
New Auditing Pronouncements
What new auditing pronouncements have been issued over the past two 
years?
New Auditing Standards
SAS No. 87, Restricting the Use o f an Auditor's Report
SAS No. 87, Restricting the Use o f an Auditors Report (AICPA, 
Professional Standards, vol. 1, AU sec. 532), was issued in September 
1998 by the ASB and is effective for reports issued after December 
31, 1998. SAS No. 87 provides guidance to auditors in deter­
mining whether an engagement requires a restricted-use report 
and, if so, what elements to include in that report. SAS No. 87 
states that an auditor should restrict the use of a report when—
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• The subject matter of the auditor's report, or the presentation 
being reported on, is based on measurement or disclosure cri­
teria contained in contractual agreements or regulatory pro­
visions that are not in conformity with GAAP or OCBOA.
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of 
an auditor’s report should be restricted, SAS No. 87, among other 
things, defines the terms general use and restricted use, specifies the 
language to be used in restricted-use reports, and requires an au­
ditor to restrict a single combined report if it covers subject mat­
ter or presentations that ordinarily do not require a restriction on 
use and subject matter or presentations that require such a re­
striction. It permits auditors to include a separate general-use re­
port in a document that also contains a restricted-use report.
SAS No. 86, Amendment to Statement on Auditing Standards 
No. 72, Letters for Underwriters and Certain Other 
Requesting Parties
SAS No. 86, Amendment to Statement on Auditing Standards No. 72, 
Letters for Underwriters and Certain Other Requesting Parties, is­
sued in March 1998 by the ASB, amends SAS No. 72 to reflect the 
issuance of Statement on Standards for Attestation Engagements 
(SSAE) No. 8, Management's Discussion and Analysis (AICPA, Profes­
sional Standards, vol. 1, AT sec. 700). SAS No. 86 allows practition­
ers who have examined or reviewed management’s discussion and 
analysis (MD&A) in accordance with the provisions of SSAE No. 8 
to state that fact in the introductory section of the comfort letter (a 
special type of agreed-upon procedures report that may be issued in 
connection with a securities offering) and attach a copy of the SSAE
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No. 8 report to the comfort letter. SAS No. 86 presents examples of 
comfort letters that contain references to either an examination of 
annual MD&A or a review of interim MD&A. SAS No. 86 is effec­
tive for comfort letters issued on or after June 30, 1998.
SAS No. 21, Segment Information—Rescinded
SAS No. 21, Segment Information (AICPA, Professional Standards, 
vol. 1, AU sec. 435), contained guidance for auditing disclosures 
made in accordance with the provisions of FASB Statement No. 14, 
Financial Reporting for Segments o f a Business Enterprise (FASB, 
Current Text, vol. 1, sec. S20). FASB Statement No. 14 was super­
seded upon the issuance of FASB Statement No. 131, Disclosures 
about Segments o f an Enterprise and Related Information (FASB, 
Current Text, vol. 1, sec. S30), which is effective for fiscal years 
beginning after December 15, 1997. Accordingly, the ASB has 
rescinded SAS No. 21 effective for audits of financial statements 
to which FASB Statement No. 131 has been applied. In its place, 
Auditing Interpretation No. 4, “Applying Auditing Procedures to 
Segment Disclosures in Financial Statements,” of SAS No. 31, 
Evidential Matter, has been issued.
SAS No. 85, Management Representations
The ASB issued SAS No. 85, Management Representations 
(AICPA, Professional Standards, vol. 1, AU sec. 333), in Novem­
ber 1997. SAS No. 85 provides guidance regarding written man­
agement representations to be obtained by an auditor as part of 
an audit performed in accordance with generally accepted audit­
ing standards. SAS No. 85—
• Clarifies the requirement for an auditor to obtain written 
representations for all financial statements and periods 
covered by the auditor's report.
• Includes a representation made by management that states 
that it is managements belief that the financial statements 
are fairly presented in conformity with GAAP.
• Includes a list of updated specific representations to be ob­
tained from management that are consistent with represen­
tations obtained in current practice. Such representations
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include information concerning fraud as referred to in SAS 
No. 82 and significant estimates and material concentra­
tions known to management that are required to be dis­
closed in accordance with SOP 94-6.
• States that the auditor ordinarily should obtain a represen­
tation letter tailored to cover representations relating to the 
financial statements unique to the entity’s business or in­
dustry and includes a listing of additional representations 
that may be appropriate in certain situations.
SAS No. 85 is effective for audits of financial statements for peri­
ods ending on or after June 30, 1998.
SAS No. 84, Communications Between Predecessor and 
Successor Auditors
In October 1997, the ASB issued SAS No. 84, Communications 
Between Predecessor and Successor Auditors (AICPA, Professional 
Standards, vol. 1, AU sec. 315). This Statement provides guid­
ance on communications between predecessor and successor au­
ditors when a change of auditors is in process or has taken place. 
SAS No. 84—
• Expands the required communications with the predeces­
sor auditor before the successor auditor accepts an engage­
ment to include inquiries about communications made by 
the predecessor auditor to audit committees or others with 
equivalent authority and responsibility as described in SAS 
No. 82; SAS No. 54, Illegal Acts by Clients (AICPA, Profes­
sional Standards, vol. 1 AU sec. 317); SAS No. 60, Com­
munication o f Internal Control Related Matters Noted in an 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 325); 
and any other reasonable inquiries that the successor audi­
tor may wish to ask the predecessor auditor.
• Clarifies the successor auditor’s responsibility with respect 
to obtaining sufficient competent evidential matter used in 
analyzing the impact of the opening balances on the cur­
rent year financial statements and consistency of account­
ing principles as a matter of professional judgment.
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• Expands the working papers ordinarily made available to 
the successor auditor by the predecessor auditor to include 
documentation of planning, internal control, audit results, 
and other matters of continuing audit significance.
• Provides communication guidance when possible misstate­
ments are discovered in financial statements reported on 
by a predecessor auditor.
• Introduces an illustrative client consent and acknowledgement 
letter and an illustrative successor auditor acknowledgment 
letter. A predecessor auditor may conclude that obtaining 
written communications from both the former client and 
the successor auditor will allow greater communication be­
tween both parties and greater access to the working papers 
than would be the case in the absence of such communications.
SAS No. 84 is effective with respect to acceptance of an engage­
ment after March 31, 1998.
SAS No. 83, Establishing an Understanding With the Client
In October 1997, the ASB issued SAS No. 83, Establishing an 
Understanding With the Client (AICPA, Professional Standards, 
vol. 1, AU sec. 310). SAS No. 83—
• Requires the auditor to establish an understanding with 
the client that includes the objectives of the engagement, 
the responsibilities of management and the auditor, and 
any limitations of the engagement.
• Requires the auditor to document the understanding with 
the client in the working papers, preferably through a writ­
ten communication with the client.
• Provides guidance for situations in which the practitioner believes 
that an understanding with the client has not been established.
SAS No. 83 also identifies specific matters that ordinarily would be ad­
dressed in the understanding with the client, and other contractual matters 
an auditor might wish to include in the understanding. SAS No. 83 is ef­
fective for engagements for periods ending on or after June 15, 1998.
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SAS No. 82, Consideration o f Fraud in a Financial 
Statement Audit
In February 1997, the ASB issued SAS No. 82, Consideration of 
Fraud in a Financial Statement Audit, which describes the audi­
tor’s responsibilities relating to fraud in a financial statement 
audit and provides guidance on what should be done to meet 
those responsibilities. SAS No. 82 supersedes SAS No. 53, The 
Auditors Responsibility to Detect and Report Errors and Irregulari­
ties, and is effective for audits of financial statements for periods 
ending on or after December 15, 1997.9
Executive Sum m ary— New  Auditing Standards
• SAS No. 87, Restricting the Use o f an Auditor’s Report
•  SAS No. 86, Amendment to Statement on Auditing Standards No. 72 , 
Letters for Underwriters and Certain Other Requesting Parties
• SAS No. 85, Management Representations
• SAS No. 84, Communications Between Predecessor and Successor Auditors
• SAS No. 83, Establishing an Understanding With the Client
•  SAS No. 82, Consideration o f Fraud in a Financial Statement Audit
•  Rescission of SAS No. 21, Segment Information
New Auditing Interpretations
Auditing Interpretations are issued by the AITF of the ASB to 
provide timely guidance on the application of ASB pronounce­
ments. Interpretations are reviewed by the ASB, but are not as au­
thoritative as ASB pronouncements. Nevertheless, a departure from 
an Interpretation may have to be justified if the quality of a mem­
ber’s work is questioned. Interpretations are effective upon publica­
tion in the Journal o f Accountancy. A listing of recently issued 
Interpretations is presented below. For a complete description of the 
new auditing Interpretations, see Audit Risk Alert— 1998/99 
(Product no. 022223).
9. SAS No. 82 also amends SAS No. 47, Audit Risk and Materiality in Conducting an Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 312), and SAS No. 1 (AICPA, Profes­
sional Standards, vol. 1 AU sec. 110, “Responsibilities and Functions of the Independent 
Auditor”, and AU sec. 230, “Due Professional Care in the Performance of Work.”)
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New Auditing Interpretations
• Interpretation No. 4 “Applying Auditing Procedures to 
Segment Disclosures in Financial Statements,” of SAS No. 
31, Evidential Matter
• Interpretation No. 3, “Commenting in a Comfort Letter 
on Quantitative and Qualitative Disclosures About Market 
Risk Made in Accordance With Item 305 of Regulation S- 
K,” of SAS No. 72, Letters for Underwriters and Certain 
Other Requesting Parties
• Interpretation No. 4, “Audit Considerations for the Year 
2000 Issue”, of AU section 311, “Planning and Supervision”
• Interpretation of SAS No. 73, Using the Work of a Specialist, 
“The Use of Legal Interpretations as Evidential Matter to 
Support Managements Assertion that a Transfer of Financial 
Assets Has Met the Isolation Criterion in Paragraph 9(a) of 
Statement of Financial Accounting Standards No. 125”
• Interpretation No. 3, “Responsibilities of Service Organi­
zations and Service Auditors With Respect to Information 
About the Year 2000 Issue in a Service Organization’s 
Description of Controls”, of SAS No. 70, Reports on the 
Processing o f Transactions by Service Organizations
• Interpretation No. 2, “Effect of the Year 2000 Issue on the 
Auditor’s Consideration of an Entity’s Ability to Continue 
as a Going Concern”, of SAS No. 59, The Auditor’s Consid­
eration o f an Entity's Ability to Continue as a Going Concern
New AITF Advisories
A listing of recently issued AITF Advisories is presented below.
For a complete description of the new auditing advisories, see 
Audit Risk Alert—1998/99 (Product no. 022223).
• AITF Advisory, Reporting Comprehensive Income
• AITF Advisory, Practice Issues Regarding Language to Permit 
the Use of Legal Opinions by Auditors
43
New ASB Statements of Position (SOP) are presented in the “New 
AICPA Statements of Position” section of this Audit Risk Alert.
Recent GAAP Pronouncements
What new accounting pronouncements have been issued over the past 
two years?
New FASB Pronouncements
FASB Statement No. 134, Accounting for Mortgage-Backed Securi­
ties Retained after the Securitization o f Mortgage Loans Held for 
Sale by a Mortgage Banking Enterprise
The FASB issued Statement No. 134, Accounting for Mortgage- 
Backed Securities Retained after the Securitization o f Mortgage 
Loans Held for Sale by a Mortgage Banking Enterprise, in October 
1998 to amend FASB Statement No. 65, Accounting for Certain 
Mortgage Banking Activities. FASB Statement No. 134 is effective 
for the first fiscal quarter beginning after December 15, 1998. 
Early application is encouraged.
FASB Statement No. 133, Accounting for Derivative 
Instruments and Hedging Activities
In June 1998, the FASB issued Statement No. 133 Accounting for Deriv­
ative Instruments and Hedging Activities (FASB, Current Text, vol. 1, sec. 
D50). FASB Statement No. 133 establishes accounting and reporting 
standards for derivative instruments, including certain derivative instru­
ments embedded in other contracts (collectively referred to as deriva­
tives), and for hedging activities. It requires that an entity recognize all 
derivatives as either assets or liabilities in the statement of financial po­
sition and measure those instruments at fair value. If certain condi­
tions are met, a derivative may be specifically designated as (1) a 
hedge of the exposure to changes in the fair value of a recognized asset 
or liability or an unrecognized firm commitment; (2) a hedge of the 
exposure to variable cash flows of a forecasted transaction; or (3) a 
hedge of the foreign currency exposure of a net investment in a foreign 
operation, an unrecognized firm commitment, an available-for-sale 
security, or a foreign-currency-denominated forecasted transaction.
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The accounting for changes in the fair value of a derivative (that 
is, gains and losses) depends on the intended use of the derivative 
and the resulting designation.
For a derivative designated as hedging the exposure to changes in 
the fair value of a recognized asset or liability or a firm commit­
ment (referred to as a fair-value hedge), the gain or loss is recog­
nized in earnings in the period of change together with the 
offsetting loss or gain on the hedged item attributable to the risk 
being hedged. The effect of that accounting is to reflect in earn­
ings the extent to which the hedge is not effective in achieving 
offsetting changes in fair value.
For a derivative designated as hedging the exposure to variable 
cash flows of a forecasted transaction (referred to as a cash-flow 
hedge), the effective portion of the derivatives gain or loss is ini­
tially reported as a component of other comprehensive income 
(outside earnings) and subsequently reclassified into earnings 
when the forecasted transaction affects earnings. The ineffective 
portion of the gain or loss is reported in earnings immediately.
For a derivative designated as hedging the foreign currency expo­
sure of a net investment in a foreign operation, the gain or loss is 
reported in other comprehensive income (outside earnings) as 
part of the cumulative translation adjustment. The accounting 
for a fair-value hedge described above applies to a derivative des­
ignated as a hedge of the foreign currency exposure of an unrec­
ognized firm commitment or an available-for-sale security. 
Similarly, the accounting for a cash-flow hedge described above 
applies to a derivative designated as a hedge of the foreign cur­
rency exposure of a foreign-currency-denominated forecasted 
transaction.
For a derivative not designated as a hedging instrument, the gain 
or loss is recognized in earnings in the period of change.
Under FASB Statement No. 133, an entity that elects to apply 
hedge accounting is required to establish at the inception of the 
hedge (1) the method it will use for assessing the effectiveness of 
the hedging derivative and (2) the measurement approach for de­
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termining the ineffective aspect of the hedge. Those methods 
must be consistent with the entity’s approach to managing risk. 
FASB Statement No. 133 applies to all entities.
FASB Statement No. 133 precludes designating a nonderivative 
financial instrument as a hedge of an asset, liability, unrecognized 
firm commitment, or forecasted transaction except that a non­
derivative instrument denominated in a foreign currency may be 
designated as a hedge of the foreign currency exposure of an un­
recognized firm commitment denominated in a foreign currency 
or a net investment in a foreign operation.
FASB Statement No. 133 amends FASB Statement No. 52, For­
eign Currency Translation (FASB, Current Text, vol. 1, sec. P16), 
to permit special accounting for a hedge of a foreign currency 
forecasted transaction with a derivative. It supersedes FASB State­
ments No. 80, Accounting for Futures Contracts (FASB, Current 
Text, vol. 1, sec. F80), No. 105, Disclosure o f Information about 
Financial Instruments with Off-Balance-Sheet Risk and Financial 
Instruments with Concentrations o f Credit Risk (FASB, Current 
Text, vol. 1, sec. F25), and No. 119, Disclosure about Derivative 
Financial Instruments and Fair Value o f Financial Instruments 
(FASB, Current Text, vol. 1, sec. F25). It amends FASB Statement 
No. 107, Disclosures about Fair Value o f Financial Instruments 
(FASB, Current Text, vol. 1, sec. F25), to include in FASB State­
ment No. 107 the disclosure provisions about concentrations of 
credit risk from FASB Statement No. 105. FASB Statement No. 
133 also nullifies or modifies the consensuses reached in a num­
ber of issues addressed by the EITF.
FASB Statement No. 133 is effective for all fiscal quarters of fiscal 
years beginning after June 15, 1999. Initial application of FASB 
Statement No. 133 should be as of the beginning of an entity’s 
fiscal quarter; on that date, hedging relationships must be desig­
nated anew and documented pursuant to the provisions of the 
Statement. Earlier application of all of the provisions of FASB 
Statement No. 133 is encouraged, but it is permitted only as of 
the beginning of any fiscal quarter that begins after issuance of 
the Statement. FASB Statement No. 133 should not be applied 
retroactively to financial statements of prior periods.
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FASB Statement No. 132, Employers' Disclosures about 
Pensions and Other Postretirement Benefits (an amendment of 
FASB Statements No. 87, 88, and 106)
In February 1998, the FASB issued Statement No. 132, Employ­
ers’ Disclosures about Pensions and Other Postretirement Benefits, an 
amendment of FASB Statements No. 87, 88, and 106 (FASB, 
Current Text, vol. 1, secs. P16 and P40). FASB Statement No. 
132 revises employers’ disclosures about pension and other 
postretirement benefit plans. It does not change the measurement 
or recognition of those plans. It standardizes the disclosure re­
quirements for pensions and other postretirement benefits to the 
extent practicable, requires additional information on changes in 
the benefit obligations and fair values of plan assets that will facil­
itate financial analysis, and eliminates certain disclosures that are 
no longer as useful as they were when FASB Statements No. 87, 
Employers’ Accounting for Pensions (FASB, Current Text, vol. 1, sec. 
P16), No. 88, Employers’ Accounting for Settlements and Curtail­
ments o f Defined Benefit Pension Plans and for Termination Benefits 
(FASB, Current Text, vol. 1, sec. P16), and No. 106, Employers’ 
Accounting for Postretirement Benefits Other Than Pensions (FASB, 
Current Text, vol. 1, sec. P40), were issued. FASB Statement No. 
132 suggests combined formats for presentation of pension and 
other postretirement benefit disclosures. It also permits reduced 
disclosures for nonpublic entities.
FASB Statement No. 132 is effective for fiscal years beginning 
after December 15, 1997. Earlier application is encouraged. Re­
statement of disclosures for earlier periods provided for compara­
tive purposes is required unless the information is not readily 
available, in which case the notes to the financial statements 
should include all available information and a description of the 
information not available.
FASB Statement No. 130, Reporting Comprehensive Income
FASB Statement No. 130, Reporting Comprehensive Income 
(FASB, Current Text, vol. 1, sec. C49), establishes standards for 
reporting and display of comprehensive income and its compo­
nents (revenue, expenses, gains, and losses) in a full set of general-
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purpose financial statements. If a dealership does not have any 
items of other comprehensive income (such as unrealized gains 
and losses on available-for-sale marketable securities, minimum 
pension liability adjustments, or foreign currency translation ad­
justments) in a period presented, the dealership would not be re­
quired to report comprehensive income. However, if the 
dealership does have any items of other comprehensive income, 
FASB Statement No. 130 requires that all items that are required 
to be recognized under accounting standards as components of 
comprehensive income be reported in a financial statement that is 
displayed with the same prominence as other financial statements. 
FASB Statement No. 130 does not require a specific format for 
that financial statement, but does require that an enterprise dis­
play an amount representing total comprehensive income for the 
period in that financial statement. FASB Statement No. 130 also 
requires that an enterprise (1) classify items of other comprehen­
sive income by their nature in a financial statement and (2) display 
the accumulated balance of other comprehensive income sepa­
rately from retained earnings and additional paid-in-capital in the 
equity section of a statement of financial position.
FASB Statement No. 130 is effective for fiscal years beginning 
after December 15, 1997. Reclassification of financial statements 
for earlier periods provided for comparative purposes is required.
In 1998 the AITF issued the Advisory Reporting Comprehensive 
Income to provide auditors with guidance on how the adoption of 
FASB Statement No. 130 will affect the auditors report.
Executive Sum m ary— N ew  FA S B  Pronouncements
• FASB Statement No. 134, Accounting for Mortgage-Backed Securities 
Retained after the Securitization o f  Mortgage Loans Held for Sale by a 
Mortgage Banking Enterprise
• FASB Statement No. 133, Accounting for Derivative Instruments and 
Hedging Activities
• FASB Statement No. 132, Employers Disclosures about Pensions and 
Other Postretirement Benefits, an amendment o f FASB Statements 
No. 87, 88, and 106
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• FASB Statement No. 131, Disclosures about Segments of an Enterprise 
and Related Information
• FASB Statement No. 130, Reporting Comprehensive Income
• FASB Statement No. 129, Disclosures of Information About Capital 
Structure
• FASB Statement No. 128, Earnings Per Share
• FASB Statement No. 127, Deferral of the Effective Date of Certain 
Provisions of FASB Statement No. 125
For a description of all the FASB Statements listed here, visit the 
FASB Web site at http://www.fasb.org
New AICPA Statements of Position
For a complete summary of all AICPA SOPs issued this year, see 
Audit Risk Alert 1998/99.
SOP 98-1, Accounting for the Costs o f Computer Software 
Developed or Obtained for Internal Use.
In March 1998, the Accounting Standards Executive Committee 
(AcSEC) issued SOP 98-1, Accounting for the Costs o f Computer 
Software Developed or Obtained for Internal Use. This SOP 
requires the following:
• Computer software costs that are incurred in the prelimi­
nary project stage should be expensed as incurred. Once 
the capitalization criteria of the SOP have been met, exter­
nal direct costs of materials and services consumed in de­
veloping or obtaining internal-use computer software; 
payroll and payroll-related costs for employees who are di­
rectly associated with and who devote time to the internal- 
use computer software project (to the extent of the time 
spent directly on the project); and interest costs incurred 
when developing computer software for internal use 
should be capitalized. Training costs and many kinds of 
data conversion costs should be expensed as incurred.
• Internal costs incurred for upgrades and enhancements 
that add functionality should be expensed or capitalized 
using the same criteria as for new software. Internal costs
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incurred for maintenance should be expensed as incurred. 
Entities that cannot separate internal costs on a reasonably 
cost-effective basis between maintenance and relatively 
minor upgrades and enhancements should expense such 
costs as incurred.
• External costs incurred under agreements related to speci­
fied upgrades and enhancements should be expensed or 
capitalized using the same criteria as for new software. 
However, external costs related to maintenance, unspeci­
fied upgrades and enhancements, and costs under agree­
ments that combine the costs of maintenance and 
unspecified upgrades and enhancements should be recog­
nized in expense over the contract period on a straight-line 
basis unless another systematic and rational basis is more 
representative of the services received.
• Impairment should be recognized and measured in accor­
dance with the provisions of FASB Statement No. 121, 
Accounting for the Assets to Be Disposed O f (FASB, Current 
Text, vol. 1, sec. I08).
• The capitalized costs of computer software developed or 
obtained for internal use should be amortized on a 
straight-line basis unless another systematic and rational 
basis is more representative of the softwares use.
• If, after the development of internal-use software is com­
pleted, an entity decides to market the software, proceeds 
received from the license of the computer software, net of 
direct incremental costs of marketing, should be applied 
against the carrying amount of that software.
SOP 98-1 identifies the characteristics of internal-use software 
and provides examples to assist in determining when computer 
software is for internal use. The SOP applies to all nongovern­
mental entities and is effective for financial statements for fiscal 
years beginning after December 15, 1998. It should be applied to 
internal-use software costs incurred in those fiscal years for all 
projects, including those projects in progress upon initial applica­
tion of the SOP. Earlier application is encouraged in fiscal years
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for which annual financial statements have not been issued. Costs 
incurred prior to initial application of SOP 98-1, whether capi­
talized or not, should not be adjusted to the amounts that would 
have been capitalized had this SOP been in effect when those 
costs were incurred.
Executive Sum m ary— New  A IC P A  Statements of Position
• SOP 97-2, Software Revenue Recognition
• SOP 97-3, Accounting by Insurance and Other Enterprises fo r  
Insurance-Related Assessments
• SOP 98-1, Accounting for the Costs o f Computer Software Developed or 
Obtained for Internal Use
• SOP 98-2, Accounting fo r  Costs o f  A ctivities o f  Not-for-Profit 
Organizations and State and Local Governmental Entities That In­
clude Fund Raising
• SOP 98-3, Audits o f  States, Local Governments, and Not-for-Profit 
Organizations Receiving Federal Awards
•  SOP 98-4, Deferral o f the Effective Date o f a Provision o f SOP 97-2, 
Software Revenue Recognition
• SOP 98-5, Reporting on the Costs o f Start-Up Activities
• SOP 98-6, Reporting on Management's Assessment Pursuant to the Life 
Insurance Ethical Market Conduct Program o f the Insurance Market­
place Standards Association
• SOP 98-7, Deposit Accounting; Accounting for Insurance and Reinsur­
ance Contracts That Do Not Transfer Insurance Risk
• SOP 98-8, Engagements to Perform Agreed-Upon Procedures Attesta­
tion Engagements Pursuant to —  Rule 17a-5 o f the Securities Exchange 
Act o f  1934, Rule 17Ad-18 o f  the Securities Exchange Act o f  1934 and 
Advisories No. 17-98 and No. 40-98 o f  the Commodities Futures 
Trading Commission.
AICPA Services
For a complete listing of AICPA Services see Audit Risk Alert 
1998/99 (Product no. 022223)
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Continuing Professional Education
The AICPA offers the following self-study course—
• Automobile Dealership Accounting (Product no. 735147) 
The AICPA offers the following group study course—
• Auto Dealerships: Audit, Accounting and Tax Issues (visit the 
AICPA Web site at http:Wwww.aicpa.org/store/csearch.htm 
for a current schedule of where this course is offered, or 
call your state society for complete details. Registration 
for all group study courses is done through your state 
CPA society.)
National Auto Dealership Conference
Each fall the AICPA sponsors a National Auto Dealership 
Conference that is specifically designed to update auditors 
and dealers on significant accounting, auditing, legal, finan­
cial, and tax developments affecting the auto dealership in­
dustry. Information on the conference may be obtained by 
calling the AICPA Conferences Division at (201) 938-3556.
Order Information
Copies of AICPA publications referred to in this document 
may be obtained by calling the AICPA Order Department at 
(888) 777-7077 or faxing a request to (800) 362-5066. Copies 
of FASB publications referred to in this document may be 
obtained directly from the FASB by calling the FASB Order 
Department at (203) 847-0700, ext. 10.
Auditors should also be aware of the economic, regulatory, and 
professional developments that may affect the audits they perform, 
as described in Audit Risk Alert—1998/99.
The Audit Risk Alert Auto Dealership Industry Developments will 
be published annually. As you encounter audit and industry is­
sues that you believe warrant discussion in next year’s Alert,
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please feel free to share them with us. Any other comments that 
you have about the Alert would also be greatly appreciated. You 
may email them to ldelahanty@aicpa.org or write to:
Linda C. Delahanty, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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